This issue brief explains the basis for this legal concern, and presents contrary legal arguments. It concludes that the current state of the law is unclear and is subject to change.
BACKGROUND
HIPAA prohibits group health plans from discriminating against individuals based on health status. These non-discrimination provisions apply both to eligibility to enroll in a group health plan and to premium contributions, and are contained in both the Employee Retirement Income Security Act of 1974 ("ERISA") and the federal income tax code. Employers who currently offer their employees a group health plan must already comply with HIPAA's non-discrimination requirements. For these employers, using section 125 plans to pay health insurance premiums does not create any concerns with HIPAA compliance. Rather, the concern centers on employers who might want to help workers buy their own individual policies.
If the combination of a section 125 plan and individuallypurchased health insurance is considered a group health plan, the arrangement would be subject to HIPAA's nondiscrimination requirements. Because the health insurance policies would be individually purchased, and subject in most states to individual medical underwriting and risk rating, both eligibility for coverage and premiums charged for the individual policies could differ based on health status, in violation of HIPAA.
HIPAA uses its own definition of "group health plan," which is not governed by how states choose to define and regulate group versus individual insurance. 4 Resolving what is a group plan for purposes of HIPAA is complicated by the fact that HIPAA's non-discrimination provisions are codified both in ERISA and the tax code, which have two different definitions of "group health plan." Rulings under ERISA have clarified that individual insurance policies purchased through a section 125 plan do not constitute group health plans as long as the employer does not contribute to the premium and does not otherwise sponsor or promote the insurance. Therefore, this brief will primarily focus on the same issue under the tax code. Reg. 43953 (Aug. 6, 2007) . Logically, if paying for individual insurance through a section 125 plan automatically converted the insurance to a group plan under the Code's definition, then it would be contradictory to say that section 125 plans may be used to purchase individual insurance. Recognizing or allowing the possibility of employee-paid individual insurance seems to suggest that using a section 125 plan does not automatically convert insurance to a group plan. Although these regulations are only proposed, their preamble states that taxpayers may rely on them pending finalization or amendment.
COBRA
A second argument against this reading of the tax code is that this same definition of group health insurance appears in COBRA's continuation of coverage provisions (which allow workers to remain in a group plan for a period of time after leaving employment). It is not sensible to apply COBRA to purely individual insurance purchased through a 125 plan because the purpose of COBRA is to permit an employee to remain with an employer group plan after leaving employment. Workers who lose employment do not lose eligibility for their individual insurance, for the very reason that it is not actually group insurance. Employees lose only the ability to pay for the insurance through 5 Section 106 provides "[e]xcept as otherwise provided in this section, gross income of an employee does not include employer-provided coverage under an accident or health plan."
According to proposed Treasury Regulations, when an employee makes an election to pay for health insurance coverage under a section 125 plan, it is considered an election to forgo salary in return for an employer contribution toward the benefit. Prop. Reg. §1.125-1(r)(2). As a result, the section 106 requirement that the coverage be employer-provided is satisfied. 6 As discussed below, the same definition of "group health plan" is used for other purposes, such as the Medicare Secondary Payer rules and the COBRA continuation coverage rules, and there are interpreting cases and regulations in both of those contexts, but those interpretations do not directly govern HIPAA's non-discrimination provisions.
7 See Butler, supra note 3; Employee Benefits Institute of America Manual, 3 rd Quarter 2008 Supp. at 329, n. 224. 8 In addition to these arguments, HIPAA's legislative history does not support the position that its group insurance provisions should apply to employees who choose their own individual policies. For example, with respect to the prohibition on exclusions based on health status, the conference committee report states, "[T]his provision is meant to prohibit insurers or employers from excluding employees in a group from coverage or charging them higher premiums based on their health status or other related factors that could lead to higher health costs. This does not mean that an entire group cannot be charged more. But it does preclude health plans from singling out individuals in the group for higher premiums or dropping them from coverage altogether." http://www.house.gov/jct/x-29-99.htm The fair implication appears to be a concern with either (1) insurance products issued on the group market or (2) self-insured plans that cover a group of employees. Neither of these situations is present where individual employees shop on the individual market for health insurance and merely pays such premiums through a section 125 plan.
H I P A A 1 2 5 P o l I c y B r I e F an employer's section 125 plan, but COBRA generally cannot restore that ability since the individual is no longer receiving a salary that can be allocated to a section 125 plan.
9
Therefore, it is largely nonsensical to apply COBRA's "of, or contributed to by, an employer" language to this situation. Nor is this required by COBRA's regulations. The regulations are not entirely clear on this point because they confusingly say that they apply to "one or more individual insurance policies in any arrangement [maintained by an employer] that involves the provision of health care to two or more employees" § 54.4980B-2. But this proviso appears directed to types of insurance policies that effectively are the same as employer-sponsored group insurance, even when they are not technically regulated or issued as such. The COBRA regulations do not say that they apply to any type of individual insurance, nor do they say that an employee who purchases what undeniably is true individual insurance automatically converts the policy to an employer group plan simply by paying for it through a section 125 plan.
(Instead, they say only that insurance that is otherwise a group plan does not lose its group status simply because employees elect it through a section 125 plan.)
Medicare's Secondary Payer Statute
The tax code's definition of group health plan is also referenced by Medicare's Secondary Payer statute. This has generated the only relevant appellate court interpretation of the "of, or contributed to by, an employer" statutory language. Brooks v. Blue Cross & Blue Shield of Florida, 116 F.3d 1364 (11 th Cir. 1997 considered and rejected arguments similar to the ones being advanced here. It held that individual health insurance policies purchased through payroll deduction do not constitute a group health plan, despite the fact that Medicare regulations include "employee-pay-all plans":
The parties have expended considerable efforts in arguing whether or not the inclusion of "employee-pay-all" plans in the definition of "group health plan" in the regulations goes beyond the meaning of the statute. However, we need not address this question because we find that the basis upon which the Insurer Defendants' policies fall outside the statutory definition of "group health plan" is more fundamental. The Insurer Defendants were simply not providing group insurance or a "plan" of insurance to the Plaintiffs. The pleadings demonstrate that the Insurer Defendants issued individual policies of insurance to the Individual Plaintiffs…The Individual Plaintiffs applied separately for insurance with the Insurer Defendants and were issued independent Medigap insurance policies by the Insurer Defendants… Furthermore, the record is devoid of any indication that a group insurance policy, comprehensive policy, blanket policy, or other master plan of insurance was ever issued to any of the Employer Plaintiffs by the Insurer Defendants. Id. at 1372-73.
In rejecting more technical regulatory and statutory arguments, the court favored the more common sense view that individual insurance policies purchased by employees with no involvement on the part of an employer other than facilitating payroll deductions do not constitute a group health plan. Although this case did not address precisely the use of section 125 plans, it did address the definition of group health plan in the tax code and so it is highly relevant.
ERISA
Finally, if the HIPAA provisions in the tax code were interpreted to apply to individual policies purchased through section 125 plans, this would conflict with the fairly settled and court-tested interpretation of the same provisions under ERISA. HIPAA's group plan provisions are codified identically in both the tax code and ERISA. The only difference is that ERISA defines group health plan as one "established or maintained by an employer" (rather than "of, or contributed to by, an employer"). 29 U.S.C. §1002(1). The Department of Labor has issued an opinion letter stating that a premium-only section 125 plan is not, by itself, an employee welfare benefit plan governed by ERISA. 10 In that ruling, the Department of Labor explained that "provision of this tax-favored treatment… is not the equivalent of the provision of a benefit… It is therefore the position of the Department that the Pre-Tax Plan…does not constitute, in itself, a separate employee welfare benefit plan" under ERISA. Also, ERISA has a safe harbor regulation that declares that ERISA does not apply to arrangements where employers make no contributions to the purchase of group or group-type insurance but merely make such H I P A A 1 2 5 P o l I c y B r I e F insurance available to employees should they voluntarily choose to enroll in such coverage. 29 C.F.R. § 2510-3-1(j).
Neither of these Department of Labor positions is totally conclusive of the possibility being explored here, but the primary cases in which courts have found individual health insurance policies to constitute an ERISA plan are special situations where employers pay the premiums and/or select the insurance, and the policies are part of a larger overall scheme to provide employees with health insurance. 
CONCLUSION
The tax code's treatment of section 125 funds as belonging to employers, even though they are withheld from employees' wages, complicates efforts to clarify the definition of group health plan under HIPAA. HIPAA's definition turns mainly on whether the employer pays for or sponsors the health insurance. This part of HIPAA is codified in two places. Under ERISA, it appears fairly well settled that merely allowing employees to pay for individual policies through a section 125 plan does not convert them to group health plans. Under the tax code, the very same question is in doubt, though, because clarifying rulings have not been issued, and informal guidance from one official reaches the opposite interpretation.
There are several reasonable legal arguments to support the position that HIPAA does not apply in this situation. However, until the Treasury Department resolves this issue, or until it is tested in the courts, it is not safe to assume that HIPAA's group insurance provisions do not apply to individual insurance purchased through a section 125 plan.
This legal uncertainty will complicate states' attempts to use section 125 plans to lower the costs of individual insurance, and may discourage employers from adopting or continuing this use of section 125 plans. However, this complication may also help to keep employers from dropping group insurance, or it may encourage some states to reform their non-group health insurance markets to offer protections similar to those in the group market. Further research is required to determine which of these possible public policy effects is likely to predominate.
